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‘Selling a Family Business Without Sellmg Out the Family

By John B. Marshall, Kevin E. Rex and Robert A. Hull

orking In a family business cari be extremely
- rewarding and utterly frustrating, especially
- when the.younger generation {often minority

ently than the older generation (usually major-

. ity owners). The younger generation, especlally those who are
active In the business, often assumes that the company will
ba “given® to them; however, the older generation may have
different motivations.

- For example, the older generation may want to sell the
bustness In order to galn liquidity, financial security or to
diverslfy assets, Additionally, a8 majority owner may-lack
faith in management or successors, concemed primarily
with additional capital requirements, competitive pressures,
technologlcal changes, labor Issues or fender pressure (real
or percsived), What happens If the majority owner decides
to seli? Often It resuits In a “take it or leave Iit” proposition
for the minority owners. In a stock deal, the minority owners
can either sell their Interest and divest themselves from the
business entirely, or they can attempt to stay on as minority
owners or employees with a new, and often unknown teader.

{n an asset deal, however, the minority owners 'may not
have the ability to remain part of the business. If the minosity
cwner wants to stay active in the business and does not wish
to sell — what rights, If any, does the' minority owner have -
with respect to the sale of a business?

" Generally a majority owner cannot exercise majority power
In @ way that unfalry prejudices the interests of the minority
ownars (even when parents beileve they are acting in the
best interest of thelr children). Courts imply a fiduclary duty
and evaluate the sale with “rigorous scrutiny,” using a. ‘com-
prehensive rule of good faith'and [nherent faimess”. from

the perspectives of both the company and the other owners. |

Jones v. H.F, Ahmanson & Co. (1969) 1 Cal.3d 93, 110,

If the majority owner obtalns an advantage from a transac- ‘

- tion, the burden of proof is squarely on the majority owner to
show such “géod faith and Inherent faimess” to the minority
owner. Brown v, Halbert (1969) 271 Cal. App.2d 252, 267.
This fiductary duty Is not waivable by a minerity owner.
Moreover, any such walver is void as against public policy.
Neubaer v. Goldfarb, 108 Cal. App. 4th47, 56-57. How “com-
prehensive® Is this duty, and what should a majority owner
conslder when selling a business?

A hypothetical: Dad (66) and Mom (63) are the majority
owners of the family’s rubber band business, Thelr son, Joe
(42), Is emplayed by the company, owns a minority Interest,
ang dreams of taking over when his parents retire. Their
other son, Bill (31), does not work [n the business but has a
minority interest.

Business Is good but the parents have declded to sell,

In part, because they think Joo's strengths and abilities lie
elsewhere, They find a buyer who will pay a good price for the
buslness, give dad a consulting agreement, as well as a new
long teim lease on the building the parents own.

This satisfles the parents. Bl and Joe will get a lump sum
payout for thelr Interest and Joe can hopefully find a now

owners) view the future of the business differ

career. Joe, however, is unhappy He depends on the busl-
ness for his fivelikood, Although he will get a fair price for his
shares, he wants to continue the business but cannot afford
to buy out his parents, What is the parents® fiduclary duty to
Joe and BilI?

Although the fiduciary duty of a majodty owner toward a
minority owner is broad, such a duty appears to be designed
to protect the mirority as shareholders and not in thelr
capacities as employees. Per Ahmanson, this prevents the
parents from using thelr control to obtain an advantage not

avallable to Joe and Bill, In the absence of a compefiing busi-

ness purpose. Thus, if the kids recelve proper value for their
shares or have the option of receiving such value but choose
to keep thelr shares, the palents can likely meet the “good
faith” standard.

“The younger generation, especially those who
are active in the business, often assumes that
the company will be ‘given’ to them; however,

the older generation may have different
motivations.

But what if the parents negotiate a lower sale price with
a potential buyer to keep Joe employed with the company?
Can 8ill clalm his parents viclated thelr fiduclary duty to get
the best possible price for Bill or the company? Not likely, if
the price obtained was not unreasonably low, as a majority
owner may consider the impact of the sele on an owner as
an employee as one of a number of factors, without rinning
afoul of his or her duties to the minority ownsr to secure the
highest possible price for the shares. Mills v. Acquisition Co,

V. Macmillan Inc. (Del. 1989) 559 A.2d 1261, 1282, fn, 29,

hat if Dad receives a generous employment

or consuiting contract? This may be fine, but

it too has'to be fair and not In exchange for

a significant decrease (n the purchase price,

Since Dad receives a direct financial benefit
here, this transaction is likely to be closely scrutinized.

What if the parents get a higher price for their majority
interest? The majority’s fiduciary duty does not Include a
requirement that the per share price for thelr shares are
the same as the price for Bill's or Joe's shares, Since the
purchaser of the parents’ shares will obtain contro! of the
company, it may be proper for the parents to accept a .
premium price for the sale of thelr shares, unavailable to the
minority, without running afoul of their fiduclary duty.

However, the Brown case notes that the parents have a
duty to act affirmatively with fulf disclosure so that every cp-
portunity Is given to the minority owners to obtaln substan-
tially the same advantages as the parents. On}y whera the
amount recelved by the parents is “so disproportionate® to
the price avallable to the minority owners will the parents be
requlred to show that no advantage was taken of the minor-
ity. Thus, if the majerity owners are seeking a premium, they

are well-advised to oommunleate with the minority early and
openly regarding the possible sale, and the parents should
not attempt to Increase their premium by devaluing the
minority shares.

Fiduclary dutles can arise in unexpected places. For

* example, non-competition agreements need to be handled

carefully with respect to thelr financlal conslderation and
scope. Care should be given to the interest of the minority

“who may need to continue working In order to maintain his

or her Ifestyle. -

Likewise, if the sale of the business provides that the
buyer must continue the lease for another 10 years at an
above-market rent so the parents can maintain their desired
Income stream, they must show there was a good faith or
comgelling business purpose that makes this fair to Bil)
and Joe too. For example, if the parents ¢can show Bill and
Jos received some tax benefit they would not have received
without the leaseback, that may be sufficient. Without a
compsliing business purpose, however, the parents may be
fiable to their sons for damages.

S0, here are some Issues to think about In negotiating
the terms of a sale of a business with majority and mincrity
owners:

{nform the minority owners about the deal. They'll have
an opportunity to negotiate the best price for their minority
Interests, or at least have a seat at the table.

Employment, consulting, management, nen-competition,
non-solicitation, and similar agreements, and property
leases owned by the majority owner, have to be fair and not
devalue other portions of the total consideration.

‘Decide who makes the representations and waanties
and who s liable for misstatements. It's not falr to make
owners who don’t participate In management iiable for mis.
statements, Make representations based on actual knowl-
edge, not “best® or “constructive® knowledge.

Consider tax lmp!lcat!ons to alf of the owners of asset
versus stock transactions.

All of these pleces, and many more, are part of the “pur
chase price.” Evaluate the business in s totality for inher-
ent faimess to the minority owners. A failure to do so could
result In more than selling out the family. It could cause
heated Iitigation and the payment of extensive damages.
Therefore, it is Important to consider these and other issues
in selling a family business,
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